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KEY ECONOMIC INDICATORS 
(in billions of U.S. dollars unless noted) 


Projections 


DOMESTIC ECONOMY 

--Population (millions) 
--Population Growth (%) 

--GDP in current dollars 

--Per capita GDP. current dollars 
--Consumer Price Index % 


PRODUCTION AND EMPLOYMENT 

--Labor Force (1,000s) 

--Unemployment (avg. % for year) 

--Oil sector as % of total economy 
--Non-oil sector as % of total economy 
--Govt. Oper. surplus or deficit 
--Surplus/deficit as % of GDP 


BALANCE OF PAYMENTS 
--Exports (F.0O.B.) 
--Imports (F.0O.B.) 
--Trade balance 
--Current-account balance 
--Official foreign assets (year end) 
--Average exchange rate for year 
(X = US$ 1.00) 
--Private Foreign Assets 


FOREIGN INVESTMENT 
Total (cumulative) 

--U.S. (cumulative) 
--U.S. share (%) 


U.S.-SAUDI TRADE 

--U.S. exports to Saudi Arabia (FAS) 3.29 3.06 3.28 
--U.S. imports from Saudi Arabia (CIF) 4.05 4.89 4.50 
--Trade balance -0.76 -1.83 -1.25 
--U.S. share of Saudi exports (%) 17 21 18 
--U.S. share of Saudi imports (%) i7.5 25.3 17 


PRINCIPAL U.S. EXPORTS (1988): Cars, barley, telecommunications equipme 
cigarettes, trucks, rice, air conditioners, aircraft. 


PRINCIPAL U.S. IMPORTS (1988): Crude oil, motor fuel, ethyl alcohol, 
natural gas. 


Sources: Official sources (SAMA and IMF statistical reports), Embassy 
estimates. 





SUMMARY 


The Saudi Arabian economy in 1988 continued to adjust to the 
realities of lower world oil prices. Total GDP reportedly grew by 
3.2 percent in real terms last year, reflecting almost exclusively 
an increase in oil production levels over 1987. Non-oil GDP 
contracted by about 1 percent. Buoyed by a dramatic expansion of 
petrochemical exports, the Saudi trade surplus increased 
significantly in 1988, despite increased imports. However, the 
current account remains in deficit, albeit lower than in 1987. 
Signs of positive adjustment included lower consumption rates, 
higher savings and only a marginal drop in investment rates. 
Inflation reappeared for the first time since the end of the oil 
boom, fueled mainly by government hikes in gasoline and phone 
rates. The end of the Gulf War has not brought on the expected 
regional economic revival. 


The Saudi Government has taken steps to compensate for the decline 
in oil income by cutting spending, developing other sources of 
income, and financing and drawing down official reserves. However, 
it has shied away from actions which would directly affect the 
welfare of Saudi citizens. There have been no significant cuts in 
public employment, wages, or major new direct taxes. Most subsidies 
for agriculture, energy, and education have also continued. 
Government spending in 1989 is expected to stay at 1988’s level, a 
positive sign, though payment delays by Saudi Government agencies 
are worsening again. Sales of the newly introduced development 
bonds are proceeding slowly. Despite some positive signs of 
adjustment, most local businessmen and bankers anticipate that 1989 
will be another difficult year, with little chance of positive 
economic growth. 


Saudi crude oil production and exports in 1988 were largely shaped 
by a price war which broke out when Saudi Arabia responded to the 
threat to its market position presented by the promise of large new 
supplies from Iran and Iraq after the Gulf cease-fire and rampant 
cheating by other OPEC members. Starting in June 1988, Saudi Arabia 
slowly raised production to more than 7 million barrels a day (MBD) 
before joining in a new OPEC agreement in November which granted it 
a relatively large share (approximately 25 percent) of limited OPEC 
output. Saudi Arabia’s overall production averaged 5.09 MBD in 
1988, while exports averaged about 3.5 MBD. Earnings from oil 
totalled about $21 billion. 


Other major developments in the Saudi oil industry in 1988 included 
the conversion of the Arabian-American Oil Company (ARAMCO) into a 
wholly Saudi company under the name of the Saudi Arabian Oil 
Company, the reorganization of the General Petroleum and Minerals 
Organization (PETROMIN), and Saudi Arabia’s first large-scale 
downstream investment overseas with its purchase of a half share in 
Texaco’s East and Gulf Coast refining and marketing operations. 


The Saudi economy presents to the American exporter and investor an 
array of opportunities bolstered by modern infrastructure and 
technology, but also a cultural, financial, and business environment 





which sometimes discourages investment and trade. Nevertheless, 
some economic sectors still hold good potential for investors and 
exporters, including defense-related fields, high-tech agricultural 
equipment, air conditioning and refrigeration equipment, automotive 
spare parts, computers and service areas, such as operations and 
maintenance, training, and health care. American exporters and 
investors with a long-term view of the Saudi market will find 
opportunities for profitable involvement. 


PART A - CURRENT ECONOMIC SITUATION AND TRENDS 
1. ECONOMIC BACKGROUND 


The Saudi economy peaked in 1981 when its GDP reached $147.5 
billion. Buoyed by prices up to $40 a barrel and production 
approaching 10 million barrels a day (MBD), the oil sector then 
accounted for almost 70 percent of Saudi GDP. Imports were nearly 
$50 billion annually. In 1982, oil prices began to fall due to 
serious oversupply on world markets. OPEC’s share of the world oil 
market fell from 40 percent in 1981 to 34 percent in 1988, and its 
production dropped sharply from over 30 MBD to the present 20 MBD. 


Since 1981, the Saudi economy has experienced an extended 

recession. GDP has fallen by over 50 percent to about $72 billion 
in 1988. The non-oil sector now accounts for 70 percent of the 
Saudi economy. Imports have dropped by over 50 percent since 1981, 
to $21 billion in 1988. The dramatic fall in oil prices has forced 
the government to face the economic realities of lower revenues and 
the need to scrutinize expenditures. While total revenue has fallen 
by more than 75 percent since 1981, government spending has 
contracted by only about 50 percent, from $84 billion in 1981 to $39 
billion in 1988, as the authorities have used deficit spending to 
help ease the pains of economic contraction. Persistent budget 
deficits over the last six years have been covered by almost $70 
billion from dwindling official reserves. Only in 1988 did the 
government begin to issue development bonds to finance budget 
deficits and stem the depletion of its reserves. The Embassy 
estimates that remaining official reserves are about $65 billion. 


Despite the deterioration in Saudi Arabia’s financial position over 
the past six years, its long-term prospects remain good, given its 
control of one quarter of proven global oil reserves (253 billion 
barrels) and a small local population (five to six million Saudis 
and four million expatriates). 


2. MACROECONOMIC POLICY TRENDS 


Fiscal Policy: The overall scale of Saudi Government financial 
operations has been cut back sharply over the past six years as oil 
revenues have declined and as most major infrastructure projects 
have been finished. Nevertheless, government spending still 
dominates the economy. It accounts for more than 50 percent of GDP 





and remains a major determinant of non-oil GDP growth, investment 
and resource allocation throughout the economy. Government revenue 
comes from oil receipts and income from offshore investments, but 
the authorities are increasing efforts to diversify revenues with 
new service fees and taxes. Rumors of the reimposition in early 
1989 of an expatriate income tax proved unfounded and officials 
continue to deny that this is in the works. 


The government budget has remained in the red since fiscal year 
1983/4, with deficits ranging from 13-26 percent of GDP. Until 
1988, deficits were covered exclusively through drawing down almost 
$70 billion of official foreign assets. Last year, however, the 
government began selling bonds issued by the Saudi Arabian Monetary 
Agency (SAMA). Over $10 billion in bonds were reportedly sold last 
year as the government tried to minimize further drawbacks of 
official reserves. However, acceptance of the bonds has proceeded 
slowly. Banks and individuals have showed only lackluster interest, 
due to severe limitations on a secondary bond market and yields. At 
least two-thirds of the bonds were sold to Saudi Government 
institutions, such as the Pension Fund, the Saudi Fund for 
Development, and the General Organization for Social Insurance. The 
government has announced plans to sell $6.7 billion of the bonds in 
1989. Local bankers and businessmen are awaiting government steps 
gradually to revise the bond program to make the instruments more 
attractive to banks and private investors. 


Saudi Government spending in 1989 is budgeted at $37.6 billion, 
roughly the same level as in 1988. A higher proportion of spending 
than before is budgeted for wages and salaries and operations and 
maintenance (O&M) expenses, with little money available for new 
project development. Moreover, actual spending in 1989 thus far 
appears to be below budgeted levels. This does not bode well for 
the ultimate stimulative effect of 1989 government spending. Local 
businessmen and bankers are concerned with what seems to be the 
recurrence of serious payments delays from government ministries in 
1989. There had been considerable progress in clearing up such 
problems in late 1987 and 1988. 


Monetary Policy: Fiscal policies remain the main determinant of 
Saudi liquidity. The government has not actively used monetary 
tools at its disposal to adjust domestic liquidity or short-term 
interest rates. SAMA oversees a financial sector of 12 commercial 
banks and 5 specialized credit institutions. It has statutory 
authority to set legal reserve requirements, impose limits on total 
loans, and regulate the minimum ratio of domestic assets in banks. 
However, SAMA has not yet applied these powers materially to affect 
the volume or distribution of bank credit in the economy. Since its 
growth is determined largely by government spending, which has 
remained very tight over the past five years, the Saudi money supply 
has expanded very slowly during this period. 





3. RECENT TRENDS 


Gross Domestic Product: Real Saudi GDP in 1988 rose by 3.2 percent 
over 1987. This was due almost entirely to a 15 percent surge in 
crude and refined oil production. However, real GDP in the non-oil 
sector, usually considered the best measure of the Saudi economy’s 
underlying health, declined by about 1 percent after increasing by 
about the same amount in 1987. Nominal Saudi GDP fell by about 1 
percent in 1988, to approximately $72 billion. The decline was 
caused primarily by sharply dropping world oil prices during 1988, 
which reduced Saudi oil sector GDP in current (nominal) prices by 
almost 10 percent from 1987 levels. 


Total 1989 GDP will remain static at best, though some experts 
believe that it could contract to $70 billion. Comments by local 
businessmen and bankers tend to back up the conclusion that the 
non-oil economy is stagnating. Business remains very cautious in 
assessing prospects over the next several years, though it is 
somewhat encouraged by rising oil prices during the spring of 1989. 
This development, if sustained, could translate into higher 
government spending later this year. 


Balance of Payments: Saudi Arabia had a balance-of-payments current 
account deficit for the sixth consecutive year. However, it has 
declined continually from $12.9 billion in 1985 to an estimated $8.3 
billion in 1988. The Embassy projects that the current account 
deficit will continue to shrink, reaching $6 billion in 1990. This 
estimate assumes a smooth evolution in the current OPEC agreement 
towards stronger prices and higher oil production, continued growth 
in oil and non-oil exports, tight fiscal policy, no real growth in 
merchandise imports, and a continuing decline in investment income. 
Saudi Arabia’s merchandise trade balance recorded continued 
improvement in 1988, registering a surplus of over $4 billion. The 
Embassy projects that the surplus will continue growing in future 
years. Non-oil exports increased by 63 percent in 1988 over 1987 
levels, due primarily to the activation of several downstream 
petrochemical plants in the industrial city of Jubail. At the same 
time, total imports rose by 8 percent to $21.7 billion. Rebounding 
oil export earnings, higher non-oil exports, restrained growth in 
merchandise imports, and reduced foreign workers’ remittances and 
official transfers offset a decline in investment income. 


Investment: The lackluster growth performance of the non-oil sector 
reflects that there has been little significant investment in new 
productive enterprises by both the public and private sectors. 

There are indications that the overall level of capital investment 
in 1988 declined by at least 5 percent. New project spending by the 
government has declined dramatically over the past several years, 
with most official spending reserved for wages, salaries and O&M. 


Private sector investment reportedly has also declined and local 
investors appear to continue to favor holding capital overseas. 





Although the government encourages the private sector to take a more 
prominent role in the economy, the response has been relatively 
unenthusiastic. A constraining factor during 1988 was persistent 
fears of riyal devaluation. King Fahd’s assurance in December that 
this would not occur helped quiet the rumors, though a stronger U.S. 
dollar during the first half of 1988 and the first half of 1989 
discouraged further investment by local businesses. 


However, there are signs that the private sector is becoming more 

responsive to the government’s blandishments. Ambitious plans for 
private investment to expand petrochemical ventures in a titanium 

oxide plant and in an aluminum smelter have been announced. 


Investor interest in the local stock market has expanded 
dramatically. Several stock flotations, including the Al-Rajhi Bank 
and Mekkah Real Estate Company, were oversubscribed by as much as 
eight times the original offering. Stock prices have generally 
trended upward. While this probably reflects the relative lack of 
alternative domestic investment options, interest in the development 
of stock and other domestic capital markets is high. 


Nonetheless, the bulk of Saudi investment interest remains directed 
overseas or into precious metals, though there reportedly was some 
repatriation of investment capital after the 1987 stock market 
crash. The Embassy estimates that private Saudi citizens hold as 
much as $60 billion in overseas portfolios and real estate. There 
was agreement at the last Gulf Cooperation Council (GCC) Summit to 
move toward linking Saudi Arabia’s capital markets with the rest of 
the GCC, although this effort is still in a preliminary stage. 


Inflation: For the first time in five years, the government 
reported a positive rate of inflation; the general price index 
increased by about 2 percent in 1988. This was blamed primarily on 
sharp rises in gasoline prices and telephone rates. The price of 
transportation, primarily imported cars, also increased steeply, as 
the yen appreciated against the riyal. Housing costs also began to 
move upward after years of significant declines. Local bankers and 
residents are skeptical about the officially reported rate of 
inflation, believing it to be significantly higher, particularly for 
food and transportation. 


Unemployment: Unemployment is emerging as a more serious problem, 
as the government no longer serves as the employer of last resort. 
Government hiring essentially has been frozen for the past year. 
Reports of high school and university graduates searching for months 
for an appropriate position are common. Government attempts to 
encourage greater hiring by local firms of qualified Saudis only 
helps to underline the growing problem of unemployment and 
underemployment, especially for Saudis whose expectations are still 
based on the boom years, not present realities. 





4. SECTORAL DEVELOPMENTS 


Oil and Energy: Saudi Arabia is a major factor in world oil 
markets. Its proven oil reserves are 253 billion barrels, one 
quarter of global reserves; its natural gas reserves are the fifth 
largest in the world (1.7 trillion cubic feet). Saudi Arabia is 
also the world’s largest exporter and third largest producer of 
crude oil and natural gas liquids. More importantly, its large 
excess production capacity (about 2.5 million barrels a day (MBD) 
over and above its current OPEC quota) and large external reserves 
have given it flexibility on production and export decisions which 
has made the country a dominating factor in world oil markets. Oil 
is the mainspring of the economy, contributing 25 percent of GDP, 
two-thirds of government revenues, and ninety percent of the 
country’s export earnings. 


Oil policy has been oriented towards two goals: generating 
sufficient revenue for domestic economic needs and preserving 
long-term market prospects for oil. Together, these goals have 
produced a bias towards cooperation with other producer states, a 
careful attention to the Saudi market share, moderation on oil 
pricing policy and a general disinclination to play the role of 
OPEC’s swing producer. 


These policies were particularly clear in 1988, as Saudi Arabia 
responded to the threat to its market position by the promise of 
large new supplies from Iran and Iraq after the Gulf cease-fire and 
rampant cheating by some OPEC members. Starting in June, it slowly 
boosted production to almost 7 MBD. World prices, as a result, fell 
to less than $10 per barrel. This set the stage for a new OPEC 
agreement in November, under which Saudi Arabia was guaranteed a 
relatively large share (4.524 MBD) of limited OPEC production. 
Overall crude production averaged 5.09 MBD in 1988. Exports 


averaged about 3.5 MBD, while earnings totalled approximately 
$21 billion. 


There were several other major developments in the oil industry in 
1988 and 1989. The Saudi Government completed transforming the 
Arabian-American Oil Company (ARAMCO) into a wholly Saudi company. 
Began in the late seventies, when the government purchased all of 
Aramco’s assets from Exxon, Mobil, Texaco and Chevron, the final 
conversion hung fire for a decade, while Aramco continued to operate 
as a U.S. firm incorporated in Delaware. In November 1988, King 
Fahd issued a royal decree establishing the Saudi Arabian Oil 
Company (Saudi Aramco) as ARAMCO’s successor. A new board of 
directors has been named, and the process of transferring all the 


assets and liabilities of the old U.S. firm to Saudi Aramco is under 
way. 


The government also began reorganizing the General Petroleum and 
Minerals Organization (Petromin), dividing it along product lines 
and establishing three affiliates for base oil refining (LUBEREF), 





lube oil blending operations (PETROLUBE) and the production and 
marketing of refined products (SAMAREC). Finally, Saudi Arabia made 
its first major overseas downstream investment in 1988, when it 


purchased a half share in Texaco’s East and Gulf Coast refining and 
marketing system. 


Included in the purchase were three refineries with a combined 
capacity of 615,000 b/d and 11,000 retail outlets. The joint 
venture has helped strengthen Saudi Arabia’s market share in the 
United States where it is now the main foreign supplier of crude and 
petroleum products (1.06 MBD in 1988). 


Banking and Finance: Most banking and financial institutions are 
recovering from the deep downturn after the 1986 oil price 
collapse. Most commercial banks reported profits in 1988, though 
some did not declare dividends because of the need to set aside 
provisions for nonperforming loans. Many banks have undertaken 
aggressive programs to modernize and cut costs. 


Bank liquidity increased for the second consecutive year. Improved 
bank performance was also attributed to the efforts of SAMA’s 
Banking Disputes Committee in helping banks reach settlements with 
delinquent customers. Most bankers feel that their fortunes should 
continue to improve into the next decade. 


The government’s specialized credit funds dominate medium- and 
long-term lending. These funds are the Real Estate Development 
Fund, the Saudi Industrial Development Fund (for small-to-medium 
industrial and commercial development), the Public Investment Fund 
(for major investments in which the government retains 
shareholding), the Saudi Arabian Agricultural Bank (for loans to 
agriculture and related services), and the Saudi Credit Bank (for 
interest-free loans to low income groups). Their combined 
outstanding loans are triple those of the commercial banks. 
Government contributions of capital to these funds have largely 
ended, and in the case of the Public Investment Fund, some assets 
have been sold to the private sector. For the other funds, the 
volume of loans outstanding has been stable for the last few years. 
During 1988, total loan repayments exceeded disbursements. Several 


funds are accumulating reserves and are considering expanding their 
loan portfolios. 


Manufacturing: Overall real growth in manufacturing (including 
refining operations) reached almost 5 percent in 1988. In the main, 
this reflected the start-up of new petrochemical facilities. Some 
local manufacturing firms, including the cement and steel 
industries, have benefited from new high protective tariffs imposed 
early in 1988. However, overall non-oil manufacturing, which 


accounted for about 5 percent of total GDP, registered no growth 
last year. 
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Agriculture: This sector has enjoyed the most consistent growth of 
any over the past decade. In 1988, agriculture’s snare of overall 
GDP increased by over 10 percent; it accounted for about $5 billion 
of the country’s $72 billion GDP. The growth occurred despite 
government steps in 1988 to scale back and eliminate some 
agricultural subsidies. For large farms, the guaranteed wheat price 
was reduced 25 percent to $400/ton. The barley import subsidy was 
eliminated in January 1989. Rumors persist that the government will 
reduce the wheat subsidy for all farmers beginning with the 1990 
crop. Wheat production was expected to reach 3 million tons in 
1989, with the roughly 2 million ton surplus over domestic 
requirements being sold on world markets or donated as foreign aid. 


Other Sectors: In real terms, the construction and service sectors 
showed mixed performance in 1988. Construction’s contribution to 
GDP declined by 10 percent, after rising about 5 percent in 1987. 
The banking and finance sector fell by about 5 percent as did the 
trading and transportation sectors. The electricity and water 


sector reportedly increased its contribution to local GDP by 5 
percent. 


5. BUSINESS AND LEGAL ENVIRONMENT 


The Saudi economy presents to the American exporter and investor an 
array of opportunities bolstered by modern infrastructure and 
technology, but also a cultural, financial, and business environment 
which sometimes discourages investment and trade. Developments over 
the past year in the evolving structure of the commercial and legal 
environment give reason for optimism, though many factors still 
cause foreign investors and exporters to hesitate in committing 
themselves to the Saudi market. 


Positive Developments: There are continuing indications that the 
government is intent on gradually bringing the commercial 
environment more into line with standards in the developed world, 
without openly challenging traditional Islamic religious values. 
Some of these efforts are described below. 


The Banking Disputes Committee of SAMA began operating in the fall 
of 1987. It has already handled hundreds of outstanding cases; 
often the threat of bringing a case to the committee has pressured 
delinquent borrowers into settlements. Local bankers and government 
officials report that credit market discipline has improved since 
the committee’s establishment. However, reviews are mixed on its 
effectiveness. Bankers complain that the committee’s power to 
punish debtors who do not abide by its rulings are limited. 


The role of the Grievance Board in settling commercial disputes has 
also expanded. It now covers all nonbanking business disputes, 
including those between government agencies and private firms and 
those involving only private firms. Companies report that the 
board’s calendar is crowded; it may take two to three years to reach 
a final judgment. However, there have been few complaints regarding 
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the board’s judgments or its fairness. 


Progress has been slow in achieving greater economic integration 
within the GCC. The six GCC countries Bahrain, Kuwait, Oman, Qatar, 
Saudi Arabia, and the United Arab Emirates), are working gradually 
towards common standards and regulations in areas ranging from 
customs and ship registration to banking and environmental 
protection. The GCC is also working towards a common external 
tariff and free-trade within the GCC, now scheduled for 
implementation by 1992. 


With these developments, officials envision an expanding role for 
Saudi Arabia as a major regional exporter. With a combined 
population now exceeding 16 million and a GDP of roughly $130 
billion, the GCC states are the largest collective market for world 
exports outside the OECD and the Eastern European bloc. In 1988, 
the GCC imported $5.7 billion worth of U.S. products. Current Saudi 
joint investment promotion policy specifically aims at capitalizing 
on this potentially lucrative emerging export market. 


The GCC is also engaged in an economic dialogue with the United 
States, the European Community (EC) and Japan in an attempt to 
regularize trade and investment relations. Talks with the EC have 
proceeded well, with an initial framework for trade cooperation 
signed in June 1988. Negotiations on an EC-GCC Free Trade Agreement 
are expected to begin shortly. The U.S.-GCC talks have proceeded 
more slowly, but an eventual agreement liberalizing trade and 
investment could significantly ease contacts in these areas between 
the United States and the Gulf countries. 


Negative Developments: There are numerous negative aspects in the 
commercial and economic environment, beyond the financial 
disincentives already discussed. 


Payment delays by the government are again emerging as a serious 
problem, with very little money paid on outstanding disputes as of 
June 1989. Firms are frequently asked to settle for less in order 
to be paid. Payment delays are sometimes used to extract additional 
services or to force a contractor to provide maintenance until a 
project is finally turned over to the government. There also 
appears to be an increasing number of capricious performance bond 


calls, which often do not seem justified by the work performed by 
contractors. 


The local legal system remains difficult for foreign companies. 
Saudi Arabia’s Shariah law is administered by courts following 
traditional Islamic procedures which do not recognize the charging 
of interest and many other modern Western business practices. 
Moreover, all foreign businesssmen must have a Saudi sponsor who can 
retain passports of foreign employees or business associates and 
block issuance of exit visas. Legal delays can be protracted. 

There is no right of discovery in local courts and frequently no way 
to gain execution of a judgment if they return a verdict favorable 
to the foreign firm. The government usually refuses to accept 
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international arbitration, so there is no easy way to avoid the 
local courts when a case appears insoluble by negotiation. 


Tariff protection is increasing. Although some goods enter 
dutyfree, the general tariff was raised in 1988 from 7 to 12 
percent. An increasingly large number of national industries, 
including cement and steel, enjoy 20 percent tariff protection. The 
new tariff measures were put into effect to earn greater revenue, 
alleviate foreign dumping and curb consumption of consumer goods. 
They were targeted primarily against Japan, Korea and other Asian 
countries which have reportedly dumped products in the Saudi market 
in recent years. Government officials have explained that the 
higher tariffs were not directed against U.S. and European products. 


There is also a steady increase in nontariff barriers such as more 
stringent application of preference rules for national products, 
continued application of the 30 percent set-aside rule for local 
contractors, and standards that effectively discriminate in favor of 
local production. 


Bureaucratic infringement on business freedom is increasing. 
Sponsorship transfer is becoming more difficult. Employee travel 
within the country is more regulated than in the past. Contracts 
are subject to closer and sometimes arbitrary scrutiny. There is 
weak protection of intellectual property rights, but Saudi 
performance here is slowly improving. These developments, among 
others, are at least as attributable to a proliferation of layers in 
the bureaucracy as they are to protectionism or increasing 
resistance to foreign involvement. 


Labor issues, including increasing government pressure to hire 
Saudis, have had a negative impact on the business environment. On 
the other hand, wage rates have fallen dramatically over the past 
five years, by as much as 60 percent in some fields. This has been 
accompanied by a significant substitution of less expensive foreign 
workers for expensive ones. British workers are replacing Americans 
at the top, Filipinos are replacing British, and Bangladeshis are 
replacing Filipinos. The process has been so pervasive that there 


are only about half as many Americans working in Saudi Arabia as 
four years ago. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Saudi Arabia continues to be a large market for U.S. product and 
service exports and continues to provide good sales and investment 
prospects for competitive American firms. However, the boom, when 
operating profits averaged 100 percent or more, is over. Saudi 
Arabia has an open economy with a dominant government sector, but 
its regulations strongly favor Saudi and GCC citizens. This bias is 
reflected in virtually all government policies, including those 
affecting taxation, credit, investment, procurement, trade and 
labor. At the same time, other government goals, including national 
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development, defense and the technological advancement of the 
economy ensure that the bias never rises to the point of precluding, 
or even seriously threatening, foreign participation in the economy. 


Close commercial contacts are an important aspect of the overall 
Saudi-American relationship. The Saudis have historically preferred 
dealing with American firms, a situation which is presently 
strengthened by the dollar’s relatively favorable exchange 
position. The effective pegging of the Saudi riyal to the dollar, 
together with Saudi oil revenues paid in dollars, provides a 
significant U.S. exchange advantage versus European and Asian 
competitors. The/riyal dollar exchange rate remained constant 
throughout 1988. At the same time, the riyal declined 2 percent 
against the pound, 7 percent against the yen, and rose 4 percent 
against the mark, after steep falls of between 12 and 17 percent 
against these currencies in 1987. Japanese and European firms have 
cushioned the full effect of this through favorable financing terms 
and trimming profit margins. As a result, European and Asian 
companies continue to compete strongly against U.S. firms in the 
Saudi market. 


Trade: In 1988, the United States ranked first among Saudi Arabia’s 
major import suppliers, just edging out Japan which had held first 
place for the first time in 1987. The U.S. share of total imports 
in 1988 was 17 percent, compared with 16 percent for Japan. Overall 
U.S. exports to Saudi Arabia in 1988 increased by 13 percent over 
1987. Main U.S. exports to Saudi Arabia included passenger cars, 
barley, telecommunications equipment, cigarettes, consumer/household 
goods, industrial machinery, construction equipment and agricultural 
supplies and equipment. 


Saudi exports to the United States rose by 28 percent in 1988 over 
1987. This was attributable almost solely to greater crude oil 
exports, which accounted for 88 percent of Saudi exports to the 
United States in 1988. Other exports included motor fuel and small 
quantities of petrochemicals. Last year the United States had a 
trade deficit with Saudi Arabia of $2.5 billion. 


U.S. Investment: The Saudi Government encourages foreign investment 
in joint ventures with Saudi partners. It offers a wide range of 
investment incentives to foreign investors, including low interest 
loans, income tax holidays, low electricity and land rent rates, and 
duty-free export to other GCC members. The degree to which these 
incentives are granted depends on the Saudi share in the joint 
venture; firms with greater Saudi ownership enjoy higher investment 
incentives. 


According to the Ministry of Industry and Electricity, there are 
about 518 joint venture projects in Saudi Arabia, with foreign 
equity of approximately $3.6 billion. Foreign equity in the 
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projects averaged 47 percent. Ten projects are major industrial 
joint ventures with the Saudi Arabian Basic Industries Corporation 
(SABIC). A linchpin in Saudi foreign investment promotion is its 
"Offset Program" now tied to spending on military projects. The 
program calls for suppliers of equipment and infrastructural 
facilities to invest some 20-30 percent of total project value in 
the nascent Saudi high technology industry. The two main offset 
initiatives implement to date are: 


-- "Peace Shield," which provides ground support to the Airborne 
Warning and Control System (AWACS), by a consortium including 
Boeing, Westinghouse, and ITT; and 


-- "Al-Yamamah Project," which supplies the Saudi Air Force with 
advanced British Tornado fighter aircraft, plus ancillary Hawk and 
PC-9 aircraft for support and training. British Aerospace heads 
this consortium, although U.S. companies are eligible to participate. 


Total investment in these two initiatives is projected at more than 
$5.6 billion. The offset approach to leveraging foreign investment, 
however, is not limited to aerospace and military projects. Other 
large future public sector construction projects are expected to 
contain similar offset arrangements. 


As of 1988, there were 224 U.S.-Saudi licensed joint ventures, with 
aggregate licensed capital totaling $3.3 billion. American 
investors have committed about 45 percent of this total. About 93 
percent of this licensed capital investment is committed to 
industrial ventures. Of the 224 total ventures, 68 were investments 
in industrial projects, involving a total capital commitment of $3.1 
billion. The remaining 156 licensed joint ventures involved capital 
commitments in non-industrial projects totaling $234 million. If 
U.S. investment is regarded as the value of obligations to total 
capital requirements of various ventures, U.S. investment 
commitments approach $5 billion. The bulk of these are in 
heavy-industry partnerships with SABIC and Petromin at Jubail and 
Yanbu. 


Best Prospects: Saudi Arabia offers a wide range of export 
opportunities for U.S. industry. The Embassy’s U.S. and Foreign 
Commercial Service (US&FCS) has identified the most promising 
markets, prepared market profiles (Industry Sector Analyses or 
ISAs), and planned trade promotion events targeted at most of these 
markets. Further information on ISAs for export markets, described 
below, and trade promotion events scheduled for Saudi Arabia is 
available through the U.S. Department of Commerce (USDOC) district 
office network. 


Operations and Maintenance: Operations and maintenance (O&M), 
including management services, offers considerable opportunity for 
U.S. technology and services sales, particularly in operations 
management and high technology maintenance, areas where U.S. firms 
hold a significant competitive advantage. O&M has grown from 
relative obscurity to become a major aspect of local industrial 
development. While past government planning goals focused mainly on 
infrastructure projects, the emphasis has moved to operations and 
maintenance and management services. 





The profile of the O&M market is revealed in the pattern of 
infrastructure spending over the past decade when civil engineering 
spending totaled over $300 billion. There are no reliable 
statistics to indicate the approximate volume of O&M equipment, but 
we estimate this to be $2.3 billion. Best sales prospects for 
operations and maintenance and management services are in the high 
end, especially high-technology O&M markets for health care, 
aviation services, water and sewage utilities, petrochemical plants, 
computer maintenance, telecommunications, electrical equipment and 
training in all phases of O&M. 


Agricultural Equipment: Saudi Arabia is the largest market for 
agricultural equipment, supplies and services in the Middle East. 

In certain categories, particularly in replacement machinery and 
farm management services, there will be considerable opportunity for 
continued U.S.-sourced sales over the medium term. The total market 
for agricultural equipment was estimated to be $596 million in 1988. 


The government, the main stimulus to agricultural growth, continues 
to give agriculture a high priority. Because of government 
subsidies, it is a major growth area, particularly for the private 
sector. Therefore, it is likely that imports of agricultural 
chemicals, particularly insecticides and soil nutrients, will remain 
high, while we expect considerable trade in seeds and feeds will 
also be maintained over the medium term. 


While imports of agricultural heavy machinery have dropped, 
prospects for sales of certain types of irrigation equipment, deep 
well drilling equipment, water treatment equipment, food processing 
and packaging equipment, and contracting of farm management services 
should be encouraging over the next few years. 


Saudi water resources are finite. Drip irrigation systems are among 
the technologies being sought to conserve this valuable commodity. 
Prospects for greenhouse, food processing, packaging and marketing 
are also expected to be good. 


Air Conditioning and Refrigeration Equipment: Saudi Arabia is the 
world’s third largest market for air conditioning and refrigeration 


equipment and the largest importer in the Middle East. It is also 
the second largest importer of air conditioning and refrigeration 
equipment from the United States. The demand for repairing and 
replacing aging units and systems installed in the early eighties is 
expected to grow. The local market for air conditioning and 
refrigeration equipment was an estimated $406 million in 1988, of 
which the United States supplied $156 million, or 38 percent. 





Automotive Parts, Accessories and Service Equipment: In 1988, 

Saudi Arabia’s market for automotive products was $2.5 billion. The 
United States captured a 26 percent market share, due to the 
competitiveness of the U.S. dollar-linked riyal against the yen and 
the timely arrival of Ford after an absence of 20 years. The spare 
parts market is increasing because of institutional buyers’ growing 
trend to recondition old vehicle fleets and the introduction of 
annual inspections. The Motor Vehicles Periodic Inspection (MVPI) 
is now required every 12 months for vehicles older than three years 


for privately owned vehicles and every six months for commercial 
vehicles. 


Computers and Peripherals: Sales of accessories, parts and software 
will benefit by the current trend to upgrade and expand existing 
computer systems. The market in 1988 was estimated to be $170 
million. The Ministry of Defense and Aviation is expected to 
purchase automated systems for control, monitoring, testing, linking 
and communications. The rapidly growing local telecommunications 
network will require an array of electronic linking and relay 
systems. Offices are being automated with increasingly 
sophisticated computer systems. Businesses are purchasing equipment 


and software for electronic publishing, electronic mail and 
networking. 


Health Care Equipment and Services: After defense, the Government 
gives priority to healthcare and aims to provide comprehensive 
health care services to every Saudi citizen. Saudi Arabia has been 
able to make rapid progress toward its objectives to make available 
preventive and curative medicine free of charge to all residents. 
The Ministry of Health (MOH) plans to add almost 9,000 hospital beds 
by 1990, as well as 900 new primary health centers and 100 
additional mother care and diagnostic centers. Although the 
development of health care services continues at a good pace, the 
major construction phase is now drawing to a close. Demand for 
medical equipment and supplies as well as O&M in the health care 
sector is expected to continue. With Saudi Arabia’s basic 
infrastructure in place, future development will concentrate on: 1) 
extending primary healthcare (PHC), with one PHC module for each 
1,000-5,000 inhabitants; 2) adding one maternity and diagnostic 
center (MDC) for each group of 10-15 PHCs in both rural and urban 
areas; and 3) upgrading small hospitals from 30 beds to 100 beds. 


There are several other sectors and product categories identified by 
the US&FCS as good export opportunities: industrial process control 
instrumentation, education and training, security and industrial 
safety, selected consumer goods, industrial chemicals, and food 
processing and packaging equipment. 








